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Anchor age, Al aska
POSI TI ON STATEMENT: Testified on CSSB 21(FIN) am(efd fld).
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| ncom ng President
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ACTI ON NARRATI VE
1: 06: 42 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee nmeeting to order at 1:06 p.m Representatives Seaton

P. WIlson, Tuck, Hawker, Johnson, and Feige were present at the
call to order. Representatives Tarr, O son, and Saddler arrived
as the nmeeting was in progress.

SB 21-O L AND GAS PRODUCTI ON TAX

1: 07: 01 PM

CO CHAI R FEI GE announced that the only order of business is CS
FOR SENATE BILL NO 21(FIN) an(efd fld), "An Act relating to the
interest rate applicable to certain anpbunts due for fees, taxes,
and paynents nede and property delivered to the Departnent of
Revenue; providing a tax credit against the corporation incone
tax for qualified oil and gas service industry expenditures;
relating to the oil and gas production tax rate; relating to gas
used in the state; relating to nonthly installnment paynents of

the oil and gas production tax; relating to oil and gas
production tax credits for certain |osses and expenditures;
relating to oil and gas production tax credit certificates;

relating to nontransferable tax credits based on production;
relating to the oil and gas tax credit fund; relating to annua
statenents by producers and explorers; establishing the Gl and
Gas Conpetitiveness Review Board; and making conform ng
amendnments. "

1: 07: 36 PM
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KEN  THOWPSON, Co- Omer/ I nvest or, Managing Director, Al aska
Venture Capital Goup, LLC (AVCG, Owmner/Qperator, Brooks Range
Petrol eum Corporation, began his PowerPoint presentation by
noting that Alaska Venture Capital Goup, LLC (AVCG is the
parent conpany of Brooks Range Petroleum Corporation, one of
Al aska's nost active exploration conpanies. He further noted he
is a former president of ARCO Al aska, Inc. He said he has spent
75 percent of the last three nonths in the Lower 48 working to
find a new funding partner to invest in his conpany's new Al aska
devel opnment projects.

MR. THOMPSON stated why consideration should be given to his
conpany's perspectives on CSSB 21(FIN) am(efd fld) (slide 2).
He said Brooks Range Petrol eum has been one of the nobst active
expl oration conpanies in Al aska, exploring and devel oping solely

on North Slope state | ands. From 2007-2012, Brooks Range
Petroleum drilled 10 of the 36 exploration wells drilled on
North Slope state |ands. "That is nore exploration wells than

Conoco, BP, Exxon, EN, Repsol, and Arnstrong conbined," he
sai d. Br ooks Range Petrol eum has 105,000 |eased acres in three
core areas and has a joint venture partnership wth Ranmshorn
Exploration, an affiliate of Nabors Industries. Al aska Venture
Capital Goup was started in 1999 and its operating conpany,
Br ooks Range Petrol eum Corporation, was fornmed in 2006. So far,
$200 million has been invested in Al aska North Sl ope exploration
projects, with 3 discoveries from 10 wells for about a 1 in 3
success rate. A discovery that was made in the 1970s has been
acquired and is being assessed for devel opnent. Must ang, the
conpany's first developnent project, is under construction;
phot ographs of its confirmation well can be seen on slides 6-7.
A gravel road is wunder construction and a gravel pad and

facilities will be built this next year. Drilling will occur in
2014 and production wll Dbegin fourth quarter 2014. At 44
mllion barrels of oil, Mstang will contribute about 15,000
barrels of oil per day to the state. Between its discoveries
and acquisition, the conpany has three other devel opnent
projects in various stages of permtting or conceptual
engi neeri ng. Mustang alone will be just under $600 mllion in
capital. In 2013, 2014, and 2015 his conpany will spend about
$200 mllion per year, about the sane |evel of capital spending
as Pioneer Natural Resources and about one-third the |evel of
ConocoPhil l'ips Alaska, Inc. O her devel opnent projects wll
total about $1.2 billion in investnment capital.

1:12: 04 PM
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MR. THOWPSON addressed what the state will be receiving for its
i nvestnment of tax credits, which have been very inportant to his
conpany. O the $200 million his conpany has spent, a total of

$69 mllion has been refunded in tax credits. The state will
receive back all of its $69 nmillion in credits in the first year
of production from Mistang alone, and over its field life
Mustang will produce revenues to the state of $1.2 billion. His
conpany has redeployed all of the credits back into drilling or
seismc to find and develop new oil. The credits enabled his
conpany to drill three wells instead of two, or two exploration

wells instead of one. This hel ped accelerate the discovery and
delineation of Mistang in tw years instead of the three it
woul d have taken for the conpany to do on its own using only the
conpany's budget and capital availability.

MR. THOWPSON said his conpany has experience in bringing other
i ndependents to Alaska and in raising capital for Al aska. I t
brought Ranshorn Exploration and two conpanies out of Calgary,
Bow Valley Energy and TG Wirld Energy, which it later bought
out. Additional capital is now being sought for Mistang as well
as the conpany's three- to five-year exploration program \Wen
his conpany started fund raising 18 nonths ago, materials were
sent to 210 firns. O the 210, only 19 had an interest in
Al aska and after further review only 2 of the 19 renuained

i nt erest ed. In talking with many of the 210 firns, two key
things were heard. Most commonly heard was that Al aska's fiscal
regime is conplex wth a high governnent take. The

progressivity factor was «criticized, with sonme conpanies
conparing it to the federal windfall profits tax of the early
1980s that caused nmany donestic conpanies to go overseas to
explore. H's conpany is encouraged the state is naking positive
change with SB 21 and is comunicating this to others. The
second nost common thing heard was that conpanies are investing
in Lower 48 source rocks and shale, which are nuch quicker on
production and | ower cost capital per reserve. He reported that
his company is in final negotiations with a Lower 48 independent
that has never invested in Al aska. Comrunication continues wth
this conpany about the legislature's progress in making Al aska
nore conpetitive through sone of the changes being contenpl at ed.

1:16: 32 PM

MR. THOWMPSON di splayed a map depicting his conpany's acreage on
the North Slope (slide 3). He said his conpany's 105,000 acres
are right next to the Prudhoe Bay field, Badam, Point Thonsen,
Kuparuk River Unit, the Coleville area, and the Al pine field.
H s conpany has discovered 44 mllion barrels of oil proved,
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pl us probable reserves. So far the possible reserves on all of
the conpany's projects are around 150 mllion barrels. Usi ng
three-dinensional seismc his conpany has mapped potential
prospects that are being further assessed, but the tally, which
needs to be confirnmed wth further drilling, is about 700
mllion barrels gross recoverable.

MR.  THOWPSON discussed the difference his conpany can nake
(slide 4). Based on his work on the North Slope as a major and
now as an i ndependent, he said he believes that "new work in the
existing fields to increase production above their existing
declines will not - by itself - level Alaska's oil production

It will also take production from exploration discoveries."”
Al aska needs exploration and production, not just production.
Sonme conpanies, including some of the nmmjors, have stopped
exploring on state | ands. Wiile they do have huge resource in
the existing fields, that alone is not going to solve Al aska's
probl em of increasing production in the existing |egacy fields.
To turn the production curve up, it is also going to take
exploration and new discoveries |ike those of his conpany. As
| egi sl ators decide on exactly what changes to make, one size is

not necessarily going to fit all. There are two different
businesses in Alaska in the oil industry - that of production
devel opnment and that of exploration - different players and

different risks so different incentives can nake the difference.
1: 19: 36 PM

MR. THOMPSON said anything included in CSSB 21(FIN) am(efd fld)
shoul d incentivize the North Slope mgjors into what they do the
best - safely and reliably abate the |legacy fields' decline and
extract the nmaxi mum amount of oil fromexisting fields. But the
| egi slation nmust also do a second thing, and that is incentivize
the explorers in what they well - find and develop the billions
of barrels of additional oil still left in snmaller pools on the
North Sl ope. He explained the production graph on slide 4 is
for the Mistang discovery, plus his conpany's other potential
di scoveries of Tofkat, Beechey Point, Telenmark, and Appal oosa

that still require delineation. Successful delineation of those
in the next couple years would add production of over 50,000
barrels of oil per day. That is significant, he said, given
that between 2012 and 2011, North Slope oil production declined
about 50,768 barrels per day. Devel opments from exploration
could replace all of that production falloff and the state could
achieve no decline for a period of tine. He said he believes

that with two or three nore exploration conmpanies on the North
Sl ope repeating what Brooks Range Petroleumis doing, and if the
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maj ors can be incentivized in additional devel opnent in existing
fields, the production curve could be turned upward |ike what is
bei ng seen in sone of the Lower 48 states.

MR. THOWPSON noted that the aforenentioned fields belonging to

Brooks Range Petroleum represent about $2 billion in capital
spending, $4-5 billion in state revenues, and significant Al aska
hire. He rem nded nenbers about the testinony provided [on

3/25/13] by Econ One Research in which slide 20 showed that
40, 000- 44,000 new barrels of oil per day would be needed to
offset the fiscal inpact of CSSB 21(FIN) am(efd fld) versus
ACES. Drawi ng attention back to the significance of slide 4 in
his own presentation, M. Thonpson pointed out that the
exploration discoveries of Brooks Range Petroleum if brought on
to devel opnent, woul d be above 50,000 new barrels a day.

1: 22: 44 PM

MR. THOWPSON reviewed the positive provisions his "successful
exploration conpany” sees in CSSB 21(FIN) amefd fld) and
di scussed what could be changed in the bill to make Al aska even
nore conpetitive and to help newy started conpanies like his
that are in different financial circunstances than the mjors
(slide 5). Elimnating progressivity is very positive and
simplifies the tax calculation, he said. From his experience
talking with over 200 conpanies over the last 18 nonths, this
will be a big public relations plus for the State of Al aska.
However, raising the base tax rate from 25 percent to 35 percent
is a negative; he suggested a conpromise of 30 percent. The $5
per barrel produced credit is positive and an innovative way to
hel p bal ance producer and state take at low oil prices, although
it may be worthwhile for the Departnent of Revenue to retest the
econonmics to see if nore may be needed or sonme other nechani sm
may be needed at prices below $80 a barrel.

MR. THOWPSON said very inportant to his conpany is the carry
forward loss credits, given the significant investnent required
prior to production which will not start until fourth quarter
2014. The increase of this credit from 25 percent to 35 percent
and interest on the unused credits is a big positive. Poi nti ng
out that his conmpany does not have current production and may
have these carry forward loss credits for sonme time in the
future, he suggested it would be helpful to allow the credit to
be taken against any paynents to the state, such as against
royalties, or to be able to transfer these credits to others
rat her than having to defer them
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1:25:39 PM

MR. THOWPSON noted that in the original version of SB 21 the

smal | producer credit of $12 mllion per year was extended from
2016 to 2022, sonmething that would have really helped his
conpany because peak production will not be reached until after

2016. [ Because CSSB 21(FIN) am(efd fld) sunsets this credit in
2016], a small producer |ike Brooks Range Petroleum wth first
production in fourth quarter 2014, wll be unable to utilize
these credits. This negative hurts his conpany's econonm cs and
presents even nore challenge in having to raise even nore funds.
Reinstating this credit to 2022 would be a positive for the few
smal | producers existing in Al aska because it would be nore cash
flowto put into facilities and drilling.

MR. THOWSON stressed the qualified capital expenditure credit
is probably the thing that has helped his conpany the nost.
None of these credits have been put into the owners' pockets, he

said, this imediate cash has been put into drilling prograns
and seismc and right nowis helping to fund part of the Mistang
devel opnent facilities and the drilling in 2014. H s conpany

woul d not be devel opi ng Mustang right now wi thout these credits;
devel opnment would have been deferred by about a year if his
conpany had had to live just within its capital availability. A
negative in CSSB 21(FIN am(efd fld) is that the qualified
capital expenditure credit goes away at the end of 2013.
Extending the qualified capital expenditure credit even to the
end of 2016 would help his conpany get pasts its first project.
Understanding the state's concern about the anount of these
credits, he suggested limting the credit to small producers and
[imting the amount to $40-$50 mllion per year per conpany.
Another way to continue this credit without hurting the state,
he said, would be to target the credit to specific itens where
conpani es nust show there will be a production increase. He
added he is unaware of any conpanies that have not used these
credits for anything but production or reserves, but has heard
ot herwi se fromthe governor and he therefore would |like to see a
tabl e of what conpani es have used them for.

1:29:16 PM

MR, THOWSON stated the gross revenue exclusion (GRE) is very
hel pful and will incentivize new oil production on nore |eases.
However, a negative is that the GRE was previously proposed at
30 percent, but in CSSB 21(FIN) an(efd fld) it is 20 percent.
He suggested a GRE of 25 percent as a balance to state and
producer take.
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MR. THOMPSON concluded by pointing out his exploration conpany
has never had an exploration incentive credit on the North Sl ope
because it has not drilled wells nore than 22 mles away; his
conpany has drilled closer than that, but has found new oil
reserves. He said his conpany is significantly disturbed [that
the 30 percent exploration incentive credit originally included
in SB 21 for exploration wells anywhere on the North Slope is

not included in CSSB 21(FIN) amlefd fld)]. He urged this
provision be reinstated, saying his conpany would put this
credit to good wuse in additional seismc and drilling.
Reinstating the credit, even if just for small producers, would
be hel pful. He further suggested this credit could be limted
to $25 mllion per conpany per year and could be run for five
years to see if it is effective. He predicted it would be
effective in his conpany's case because in the past the other
credits helped his conpany drill three wells instead of two and

an exploration credit could do the same thing.
1:31: 32 PM

REPRESENTATI VE SEATON i nquired about the plans that Brooks Range
Pet rol eum has for production facilities.

MR. THOWPSON replied this sumer his conpany is in the final
engi neering design stages for its stand-alone facilities. The
conpany plans to be self-sufficient, building its own nodul ar
facilities with a lot of Alaska hire and then trucking them to
the North Slope. Capacity is 15,000 barrels of oil per day, but
each facility nodule can later be increased if additional oil is
found. He said slides 6 and 7 include photographs of the gravel
pad where the facilities will be installed in 2014.

1: 32: 52 PM

MR. THOWPSON, responding to Co-Chair Saddler, said the estimted
cost for the aforementioned facility wll be just over $200
mllion for total facilities, plus $340 nmllion on devel opnment
drilling, with the whole project being over $570 mllion.

CO CHAIR SADDLER inquired whether the credit in CSSB 21(FIN)
amefd fld) for Al aska manufacture wll be attractive to M.
Thonpson' s conpany. He further inquired whether the conpany
intends to fabricate these nodules in Al aska.

MR. THOWPSON answered it would, and said various equipnent and
conponents are nade that could be ordered, but the final nodul ar
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construction, as well as hauling to the North Slope, would be
done within Alaska and he would think sone of that work would
qualify for that particular itemin the bill.

CO CHAI R SADDLER asked how inportant this credit would be to M.
Thonpson' s conpany.

MR. THOVPSON confessed he does not fully understand whether this
particular credit would come to Brooks Range Petroleumor to the

conpanies that are building the facilities. He offered to
provide the commttee with a figure in regard to the portion of
the facilities that would qualify wunder this credit. He

presuned the credit would help sone and would incentivize that
the work is done within the state of Al aska.

1: 34:45 PM

REPRESENTATI VE TUCK inquired how long M. Thonpson has been
operating in Al aska.

MR. THOWPSON replied the parent conpany, Al aska Venture Capita
Group, began leasing acreage in 1999. Seismic was run soon
after that, followed by assessing and putting together a good
exploration portfolio. Brooks Range Petrol eum Corporation was
formed in 2006, wth exploration, engineering, and operating
personnel |ocated in Anchorage. The conpany started operating
its own wells in 2006 and has drilled every year except this
winter in which the focus is on devel opnent.

REPRESENTATI VE TUCK asked how soon Brooks Range Petrol eum m ght
be able to single-handedly nmake up that |oss [equivalent] of
40, 000- 44, 000 barrel s per day.

MR, THOWMPSON responded the Mistang project wll be put into
production in third quarter 2014 and will be ranped up by 2016
to about 15,000 barrels a day. Al so being |ooked at for first
guarter 2014 is Appal oosa, an offset to Miustang, and the Tof kat
di scovery. Drawing attention to slide 4, he said Brooks Range
Petrol eum could produce and get up to roughly 40,000 barrels a
day just on its own by 2017. The hurdle of 40,000 could be
achieved nuch faster with work in the legacy fields by the
maj ors and by other independents that are drilling on the North
Sl ope. It will take everyone together, but it is significant
what one independent can do and one exploration conpany can do.

REPRESENTATI VE TUCK thanked M. Thonpson for his quote that
exploration does |ead to exploration. Regarding it being said
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that the qualifying tax credits do not lead to production, he
inquired what could be done to meke it nore accountable so it
can be denonstrated it |eads to production.

MR. THOWSON answered that is the nost puzzling coment he has
seen quoted in the newspapers and by sonme within the state. His
conpany has put every dollar of <credit received back into

seismc or drilling, resulting in these discoveries which are
confirmed, proved reserves by an outside consultant. The state
owns one-sixth of those alnbst 50 mllion barrels, plus the

taxation on production. He is unaware of which conpany is not
using credits to bring reserves to the table or not be in
producti on. H's conpany is willing to be held accountable that
if it has continued credits it shows proof it can bring
producti on and new reserves.

1: 38: 58 PM

REPRESENTATI VE  JOHNSON inquired whether M. Thonpson would
choose ACES or CSSB 21(FIN) am(efd fld) as witten.

MR. THOWPSON replied he would rather see "SB 21" i nproved. For
a new conpany W t hout production, ACES provides a higher rate of

return because of the tax credits. However, ACES becones very
penalizing at high oil prices and when his conmpany is under
production the progressivity under ACES will be very negative.

In trying to attract funding his conpany gets nowhere w th ACES;
the progressivity has turned off so many conpanies to not even
want to | ook at Al aska. Therefore, his answer would be for an
i nproved "SB 21" with a balance that both industry and the state
can feel good about.

1:40: 17 PM

COCHAIR FEIGE drew attention to the last point on slide 2
regarding the sending of advertising materials to 210 firms in
2011 and today only 2 remain interested. He asked whet her
adoption of "SB 21" would affect investnent capital becom ng
avai l abl e to producers and explorers within Al aska.

MR. THOVPSON responded his conpany is in final negotiations with
a Lower 48 independent that will not nmake its final decisions
for the closing until after the legislative session. That
conpany wants to know with certainty what the terns are going to
be so economics can be run for nmeking a final decision to
i nvest, which is why he hopes sone of these changes can be nade.
He shared his experience of being at a neeting in New York with
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one of the largest private equity firns in the world that had
expressed interest in Alaska. He said he knew he was in trouble
for attracting investnment when he walked into the conference
room and saw that the walls from floor to ceiling were covered
wi th geologic and seismc maps of the Lower 48 source rock plays
- no conventional prospects, nothing from Al aska, just source
rock plays. The equity firm was candid with him that it saw
that those reserves could be put on faster, could be nore
significant for the firm and were lower risk than exploration
or developnment in Alaska. To the positive, he continued, he has
found one conpany that does |ove conventional exploration and is

very interested in Alaska, so he renmins optimstic. Because
his conpany's sole vision is to becone Alaska's premer
i ndependent oil and gas conpany, it will continue to keep Al aska

as its only focus.

1:43: 29 PM

REPRESENTATI VE SEATON i nqui red how nuch capital for Mistang w ||
be expended before Decenber 31 that would qualify for the 20

percent tax credit.

MR. THOWMPSON answered he does not have that table in front of

him and will get the exact nunmber to the commttee, but his
guess is roughly $27 mllion for the road and everything that is
currently underway. A lot of engineering and ordering of
equi pnrent remains to be done this year. He guessed that |ess
than 20 percent of the total $577 mllion will be spent in 2013.
Most of it will be the actual equi prment and nodul ar construction

in 2014 and then the drilling in 2014 and 2015, which is why he
asked if things could at |east be extended on some of this to
2016, and certainly the small producer credit to 2022.

1:44:59 PM

CO CHAI R SADDLER asked whether it is M. Thonpson's opinion that
the high rates of governnent take under ACES are the biggest
barrier to entry into Alaska, or should other things be | ooked
at to inprove investnment and conpetition on the North Sl ope.

MR. THOWSON replied the high governnent take is what he heard
nost often in his phone calls with the 200 conpanies that said
they are not interested. The image of Alaska is hard to turn
ar ound. The start of ACES put Alaska in a negative inage of
hi gh governnent take and the taking away of the upside at high
prices. He is one of several anbassadors discussing how the
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state is working to inprove things and what the positives are,
but ACES has certainly made it an uphill battle.

1:46:18 PM

CO CHAI R SADDLER asked whether M. Thonpson would say Al aska is
di sm ssed out of hand or is dismssed after being |ooked at and
t he high governnent take is seen

MR. THOWPSON responded he does not even get a foot in the door
with many conpani es because the high governnent take is just
di sm ssed out of hand. Wen he did get in the door with the 19
conpani es, which were private equity firnms and other producers,
they realized the take was high but wanted to see the resource
base and | ook at the new conventional exploration. Some want ed
to |l ook at the unconventional shale resource on the North Sl ope,
sonething his conpany plans to pursue after getting its

conventional prospects on Iline. The resource base got the 19
conpanies very interested; 2 are now left after putting it to
pencil . The 17 that dropped out found better rates of return

el sewhere, such as the Bakken, Eagle Ford, and Gulf of Mexi co.
1:47:59 PM

CO CHAI R SADDLER i nqui red whet her independents |ike Brooks Range
Petrol eum need a |ower governnment take than do |arge producers
in order to "make a buck"™ in Alaska, given independents do not
have downstreamrefining and transportation interests.

MR. THOVWPSON answered reasonabl e governnent take would certainly
hel p i ndependents, but tax credits would hel p conpanies like his
t he nost. He said he understands if the state nust limt how
much that is per year and if a tinme table nmust be put on it, say
five years out, to determ ne whether it was used w sely and got

results or should be stopped. For small conpanies like his,
credits are dollars that can be reinvested quickly and they
| essen the anount of funds that nust be raised until there is
cash flow from oil production. The percentage of governnent

take is certainly very inportant and he knows that in the |egacy
fields a base rate of 30 percent instead of 35 percent would
hel p the majors. For small producers/explorers, being able to
keep the tax credits for a bit would help overall.

1: 49: 43 PM

REPRESENTATIVE P. WLSON related it is being heard from
conpani es that they want surety, but now she is hearing from M.
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Thonpson to try something for a while and then re-evaluate it.
Because she has heard so nuch about surety she does not want to

include sonmething in the bill that could change |ater on. She
asked how M. Thonpson would feel about putting sonething in the
bill for five years, period, wth no re-eval uation

MR. THOWPSON replied his opinion is it may be a mx of both.
For exanple, the base tax rate, elimnated progressivity, and
establishnment of a per-barrel credit are the fundanental tax
structure that would hopefully stay in place for a very |long
tinme. O her issues, like the small producer credit for smal
producers and the gross revenue exclusion for incentivizing new
oil production, could be kept the same through 2022 and then
reviewed for effectiveness. \What hurts is putting sonething in
and then [changing it] two or three years later. There has been
such a flux for quite a period of time with ACES, the production
profits tax (PPT) before that, and the economc |limt factor
(ELF) before that. If the basic fundanentals were set and not
changed for the foreseeable future, there may be some elenents
the state wants to review every five years for effectiveness. A
conbi nati on woul d perhaps be a wise thing to do.

1:52: 21 PM

CO- CHAIR FEI GE i nquired whether the Conpetitiveness Review Board
proposed under CSSB 21(FIN) am(efd fld) would be suited for
dealing with the aforenenti oned by M. Thonpson.

MR. THOVWPSON responded the Conpetitiveness Review Board could be
very effective, in his opinion. He said he serves on a nunber

of public conpany corporate boards and a board does not have
time, and the board nenbers all do not have expertise, to deal

with certain topics, so comittees are set wup, such as a
conpensation commttee or audit conmmttee. So, he thinks this
Conpetitiveness Review Board could play that kind of role. The
board shoul d not be changing things every year, the fundanentals
should stay in place for a long time, but in five years such a
board could look at things like an exploration incentive credit

and whether it has or has not worked. A key thing is that the
| egi sl ature nust trust the nenbers of that board, so would need
to be very careful who it puts on the board, and would need to
allow the board to hire the third-party consultants. However,

it would be a challenge if there was not that trust and the
| egislature or legislative conmttees started hiring its own
consultants. Also, in his opinion, anyone serving on that board
should have no conflict of interest or any economc gain from
the oil and gas industry. He said he does think such a board
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could bring to the table the necessary expertise, because all
these matters are very conplex and it is hard even for people in
the business to keep up with all the latest in technol ogies and
changes. So, it could be very positive if done correctly.

1:55:11 PM

COCHAIR FEIGE inquired whether the proposed nakeup of the
board, five nenbers from the business comunity and four from
t he governnent, is an appropriate ratio.

MR. THOVWPSON answered this is the first time he has had to think
about this issue, so his response is an off-the-top-of-his-head
reaction to the question. |In the end, he said, what is done or
not done on policy for oil taxation or oil incentives truly
affects the rate of return to other areas. If that rate of
return is positive, nore capital and nore conpanies wll conme to
the state. Because of that business aspect, it nay nake sense
to have five business and four governnent nenbers and hopefully
they are all folks that can teamwork well together.

1: 56: 37 PM

REPRESENTATI VE SEATON asked what price M. Thonpson neant when
he tal ked about a high-price range.

MR. THOWSON drew attention to slide 3 of Econ One Research's
[ 3/25/ 13 presentation to the commttee] and said right now ACES
is detrinmental when it gets above $80 Wst Coast Al aska North
Slope (ANS) price, and above $100 the gap between governnent
take and producer take really w dens. After conpanies have
taken the mgjor risks, not being able to have as nuch upside at
prices "anywhere north of $100" is a fundanmental principle that
needs to be addressed. The graph shows CSSB 21(FIN) an(efd fld)
does a better job of that.

1:57: 55 PM

REPRESENTATI VE TARR stated an idea behind CSSB 21(FIN) an(efd
fld) is that one size fits all, thus no winners or |losers are
pi cked. Understanding M. Thonpson is saying an exploration
conpany is different than the three majors, she inquired whether
he therefore thinks a bill that separates explorers and nmjors,

simlar to what ACES does, is better in terns of being nore
specific to the business needs of small versus | arge conpanies.
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MR. THOWPSON replied he does not think it necessary to separate
the bill at all; with sonme tweaks [CSSB 21(FIN) amefd fld)] can

get there for both majors and conpanies |ike his. He recalled
the 3/26/13 testinony by "BP, Exxon, and Conoco" in which all
three conpanies felt that nost of the inpact in Alaska will not

be from exploration but from inproving production in |egacy
fields. However, he thinks it is going to take both. Wile he
understood their perspectives given that a small percentage
increase in fields as huge as Prudhoe Bay or Kuparuk wll|l nake a
huge difference for the state, he said he thinks the state wl|
regret that 10-20 years down the road because the state stil

has to have exploration. Drawing attention to slide 5, point 6,
he said if the majors are not going to explore on state |ands,
whi ch he heard yesterday, perhaps there is no need for themto

have an exploration incentive credit. Per haps the exploration
incentive credit could apply only to snmall producers and
explorers and be run for a few years for the state to see how
effective it has been, which would |imt how nmuch the state
treasury has to pay. Additionally, it could be capped; for
exanple, each conpany could be Ilimted to no nore than $25
mllion of credits per year for exploration drilling. Alimt

woul d prevent the state from being harnmed by excessive credits
and such a credit would target the small producers and explorers
that, for the nobst part, are doing exploration on state |ands.
The bi g conpanies are doing wonderful exploration in other areas
i ke the National Petrol eum Reserve-Al aska and of f shore.

2:01: 01 PM

REPRESENTATI VE TARR observed the Mistang project was sanctioned
under ACES and asked whether, if |ooking back, elimnation of
sonre of the credits would have prevented Mistang from going
f orward. Under CSSB 21(FIN) am(efd fld) the carry forward | oss

credit wll be increased, she continued, but effectively there
will be a 10 percent decrease because the other two credits
[wll be sunset]. She asked whether this is significant enough
that M. Thonpson's conpany will have to re-evaluate its plans

for other projects going forward if this |egislation passes.

MR. THOWPSON responded "exactly right,"” but said his conpany
will continue trying to make all these projects. Wt hout the
credits his conpany wll not have that cash to re-deploy.
Additionally, his conpany cannot take advantage of sone credits
right away, such as the carry forward loss credit, because it

does not have production to offset with a tax bill. H s conpany
will have to live within its capital neans, which will probably
sl ow down devel opnents. The Mustang project is a real world
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exanple of the difference made by the qualified capital
expenditure credits, he continued, all of which his conpany
basically returned. In winter 2011, the first wells were
drilled in the Mustang prospect and di scovery was nade. Foll ow
up wells were drilled in 2012, enough oil was seen, and now

things are underway, as evidenced by slides 6-7. Had those
credits not been received his conpany would still have done the
wor k, but not as many wells would have been drilled every year -
the conmpany would be drilling wells right now instead of
building a gravel road because things would have been pushed
out . For conpanies like his, being able to re-deploy state
credits into drilling and seism c has been very hel pful.

2:03: 44 PM

CO CHAIR SADDLER asked for M. Thonpson's thoughts about the
third category gross revenue exclusion qualification.

MR. THOMPSON answered about 60 percent of his career was wth
the large mpjor, ARCO, focusing on the North Sl ope. He said he
is unsure what the |anguage neans so he agrees there needs to be
some clarity in that third provision around the issues of
netered and neasured, as well as exactly what it is that wll

receive that elenent. North Dakota, for exanple, has special
tax incentives that are very specific for qualifying secondary
and tertiary recovery projects. Mont ana gives reductions for

hori zontal wells. Also, when a new project starts, Montana has
a decline curve and once production goes above that decline

curve for new major projects, like tertiary recovery or enhanced
oil recovery, the producer gets reduced tax rates. The United
Ki ngdom brownfields also have clarifications. It would be
hel pful to everybody if industry and the state could sit down
under that third element - which does not affect Brooks Range
Petrol eum nuch at this time - and really define what types of
work woul d qualify to get that exclusion. These three exanpl es
could be looked at and put into the bill as exanples. In

further response, he agreed to provide by electronic mail nore
i nformati on about North Dakota, Montana, and the United Ki ngdom

2:07:29 PM

KARA MORI ARTY, Executive Director, Alaska Ol & Gas Association
(AOGA), provided a PowerPoint presentation and paraphrased from
the following witten testinony [original punctuation provided
with some formatting changes]:
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AOGA is the professional trade association that
represents 15 nenber conpanies who account for the
majority of oil and gas exploration, devel opnent,
production, transportation and refining of oil and gas
onshore and offshore in Alaska [slide 1]. These

comments regarding Senate Bill 21, and specifically
Comm ttee Substitute Senate Bill 21 (FIN am(efd fld),
have been reviewed by all nenbers and have been

approved unani nously.

In short M. Chairman, ny mnenbers believe the
proposed Committee Substitute represents a base for
significant and crucial tax structure reform of ACES
that will help nove the State’s fiscal policy toward
Governor Parnell’s four “core principles”. Wile we
are encouraged by the Conmittee Substitute and the
efforts by the Legislature and the Adm nistration thus
far to try and significantly inprove Al aska s overal
gl obal attractiveness, AOGA  believes addi ti ona
changes are still needed for the bill to truly change
i nvest ment behaviors to the benefit of Al askans.

: 51 PM

The industry’s greatest challenge today, which we
share with the State is the decline of oil production
fromthe North Slope [slide 3]. A healthy oil and gas
industry is one that sees the econom c benefits of
continuing to invest in projects in Al aska and keeping
its enployees here, where they volunteer their tineg,
talent and treasure to nake Al aska a better place to
live for us all. Corrections to the ACES tax regine
will renove inpedinents to devel opnent and expl oration
and assist the industry in investing in projects that
could both extend the life of TAPS and open up new
resources to long term devel opnent. W want to create
devel opments that will last for decades nore, creating
jobs for our children and opportunities for our
comunities to flourish.

If a restructuring and tax rate reduction nmake
investments here nore conpetitive, or better yet,
“attractive”, conpanies Wl want to nake nore
investnments here for that wupside. Deciding to make
long terminvestnents in Alaska’s North Sl ope requires
the industry to see potential upside to their
i nvestnments and assessing that the essential risks of
those investnments are offset by the opportunities
af f orded in success. W t hout t hat pot enti al



opportunity in Alaska, investnent dollars wll be
spent el sewhere, where risks are |less and opportunity
i's greater.

2:10: 18 PM

M5. MORIARTY continued, paraphrasing from the follow ng
witten testinony [original punctuation provided wth sone
formatti ng changes]:

Core Principles to Address North Slope Production
Decline [slides 4-5]

Throughout ny testinony today, | wll reference
Governor Parnell’s four “core principles” so it is
inmportant to restate them here as they offer an
excel | ent cornerstone for you as you consider
potenti al solutions to the <challenge production
decline creates for Al aska:

“First, tax reformnust be fair to Al askans.”

“Second, it nust encourage new production.”

“Third, it nust be sinple, so that it restores

bal ance to the system?”

“Fourth, it nust be durable for the long term?”

We believe the addition of a fifth such principle
woul d be required to neet Al aska s goals, because the
challenge is not that there are too many conpanies
pursui ng opportunities, but that there are too few
Al aska should therefore avoid tax changes that
artificially create “winners” and “l osers.”

Qur goal today is to offer insights into how the
CSSB21 inpacts industry and we have ideas of how the
current tax structure can be nodified to better suit
t he needs of the State.

2:11: 20 PM

1. Repealing Progressivity. [slide 6]
AOGA endorses the elimnation of progressivity.

| npact of Progressivity as part of the ACES tax
rate in industry investnent decision naking is the
single nost influential conponent of Alaska s tax
structure negatively inpacting investnent decisions
related to Al askan projects. Taxes are paid by the
industry in virtually every jurisdiction in which we
function and so we are very famliar with how they
work. But the wuniformty and consistency in the
application of tax inpacts as they relate to
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investment decision making found in alnbst every
jurisdiction is mssing in Alaska. As ny nenber
conpanies have testified in the past, investnent
decisions are driven by conmbining high and |ow case
scenari os where costs and revenues are estinmted and
best case cash flows and worst case cash flows are
nmeasured, risked and anal yzed. Each potential project,
in every jurisdiction, is neasured and conpared and
only sonme are funded. As one of the Ilegislative
consultants, Roger Marks, pointed out recently, the
international investnent climate is characterized by
plenty of opportunities, fluid capital, but finite
capital. To choose what they can and cannot fund,
conpani es have conpared each potential project, no
matter the jurisdiction, by application of a uniform
i nvestnment decision neasuring fornula. Wen Alaska's
tax systemis quantified and added to this neasure for
proposed Al askan projects the best cases are always
burdened with an excessively high tax rate and as the
assuned high cases get better, the burden only
increases. W can find alnmpbst no other jurisdiction
that so burdens investnment return where the better the
cases assuned for the decision, the higher the tax
burden that applies.

And as | have testified to before, progressivity
brings extraordinary conplexity to the tax, not only
in calculating what the tax is, but also in analyzing
what the amount of the progressivity is for any
particular item that affects a taxpayer’s Production
Tax Val ue (PTV).

The repeal of progressivity is consistent wth
al | the principles outlined above. Its renoval
i nproves fairness because operators that increase
margins through efficiency would no [|onger be

automatically penalized. Its renobval encourages new
production because it reduces the tax burden on
investment, as discussed above. Its renoval is a

significant step toward sinplicity. And, lastly, its
renmoval enhances durability because it satisfies the
t hree preceding core principles.

2:14: 27 PM
M5. MORI ARTY continued, paraphrasing from the following witten

testinony J[original punctuation provided with sone formatting
changes] :
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2. Increasing the base tax rate from25 to 35%
AOCGA does not endorse increasing the base tax rate to
35% [slide 7]

Let’s go back to the industry investnent decision
process again. Increasing the base tax rate, burdens
every investnent case with a higher tax rate. The
burden of a 35% versus a 25% rate is easy to envision
as every mddle case and every worst case scenario is
burdened with an additional 10% tax rate. This assuned
cost wll negatively inpact the potential returns
deened available for any Al askan project and drive
investnments to be made el sewhere. Increasing the base
tax rate is contrary to the second core principle;
there is not any reasonable argunent that suggests
increasing the base tax rate would encourage new
production. Indeed, using the progressivity formula as
a benchmark, the ten percentage point increase in the
base tax rate could be viewed as equivalent to a
sustained reduction in oil price of $25 per barrel,
all else being equal. |In other words, a sustained $25
per barrel price change wuld be needed under
progressivity to get the same 10% change in the base
tax rate. Under progressivity, each $1 increase in PTV
(or price, all else equal) per barrel would result in
a 0.4% increase in the tax rate surcharge. Thus, a 10
percentage point change in the tax rate under
progressivity would be equivalent to a $25 change in
PTV or price because 25 = 10% di vided by 0. 4%

3. Tax Credits [slide 8]

| ndustry nakes investnents to seek returns. 1In
general, tax credits, because they act to offset a
part of the costs of certain investnents when the
expenditure is nmade are an inportant tool in reducing
t he deened risks of those expenditures.

It is inportant to reinforce that there is no tax

credit liability for the State at all until an
investor invests here. So it costs the State nothing
to offer the credit until the investnent is nmade and
at that point the tax credit has already succeeded in
what it 1is supposed to do - nanely to attract

i nvestment dollars here.
2:16:10 PM
M5. MORI ARTY continued, paraphrasing from the followng witten

testinmony J[original punctuation provided with some formatting
changes] :
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A. Repeal of the Qualified Capital Expenditure ("“QCE")
Tax Credit. [slide 8]

AOGA does not support the repeal of the Qualified
Capital Expenditure Tax Credit.

Even while the elimnation of progressivity would
i nprove the conpetitiveness of Alaskan investnents
from the present ACES tax, the elimnation of the QCE
Credit wuld <claw back one inportant financial
incentive and a part of ACES that actually acts to
inprove the conpetitive environment. The QCE Credit
depends entirely on how nuch is invested here, and
provi des benefits for investnments even when oil prices
are | ower . Wi | e t he benefit from endi ng
progressivity, which depends on the price of oi
relative to a producer’s |ease expenditures, helps
when oil prices are higher the QCE provides benefits
across all price levels. At low to md-range of oil
prices the loss of QCE Credit would outweigh the
benefit fromthe end of progressivity.

Repeal of the QCE credit is contrary to the
second <core principle. Furthernore, because every
producer’s costs are different and prices wll inpact
them differentially, AOGA fears the repeal of the QCE
Credit is worse than creating “wnners” and “losers”
because it only creates “losers” artificially anong
producers, and we see no sound t ax policy
justification for doing so.

For these reasons, AOCGA believes the elimnation
of the QCE tax credits would not serve to attract new
business to Al aska. Instead of that, one possibility
mght be to expand the scope of the “well |ease
expenditure” tax credit under AS 43.55.023(1) so it is
avai l able to producers on the North Slope. This credit

has several neaningful advantages. First, it focuses
i nvest ment i ncentives on subsurface i nt angi bl e-
drilling expenditures, which are a reasonable proxy
for direct spending on well activity and, in turn,

production. Second, the credit is clear because it
uses already established concepts in the federa
I nternal Revenue Code. Third, it is fair because it
applies equally to well-related spending in all areas
of the state, wthout creating winners and |osers
nmerely on the basis of geography.

2:18: 53 PM
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M5. MORI ARTY continued, paraphrasing from the following witten
testinmony J[original punctuation provided with some formatting
changes]:

B. The $5 dollar per barrel tax credit. [slide 9]

AOCGA is concerned that the potential benefit of a $5
dollar per barrel tax credit under AS 43.55.024(i)
w |l be offset by other burdens.

There are nmultiple issues to bal ance when taking
in the numerous proposed changes found in CSSB21. The
renoval of progressivity, the increase in base rate,
elimnation of the QCE credit all create interrel ated
issues and while a $5 dollar per barrel tax credit
woul d provide benefits both in real tax costs and in
i nvest ment decision nmaking, the weight of the benefit
in respect to the other changes is hard to neasure.
AOCGA appl auds the concept of tying incentives to the
goal of increased production and as such allowing a
tax credit per barrel.

C. Smal |l - Producer and Exploration Credits. [slide 10]
AOGA supports amending CSSB21 to extend the snall-
producer tax credit under AS 43.55.024 and exploration
tax credits under AS 43.55.025 from the present sunset
dates in 2016 to a |l ater date.

The State had sound policy reasons for creating
these small producer and exploration tax credits, and
those reasons are just as valid today as they were
then. The current CSSB21 does not extend the sunset
dates beyond 2016, even though AOGA believes these
credits have increased the |ikelihood of participation
by new industry players and act to increase the
opportunities that could be found by expanding
expl oration. The purpose of the small-producer tax
credit was to attract new players to Al aska who m ght
otherwise have been deterred from comng here by
presunptions of increased risks and of higher-than-
average costs and expenses. The success of the credit
in attracting new participants is a fact that cannot
be denied. AOGA sees this success in its own
nmenber ship, and in other conpanies that have conme here
and are now active. Smaller producers often have a
di fferent perspective about the opportunities around
them and as such can bring with them new ideas and
opportunities. New participants with new ideas can
only strengthen and inprove the Al askan petroleum
industry and help the state stem the decline in
production. W know from testinmony that the snall-
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producer tax credit has nmade a material difference in
i ndi vi dual conpanies’ decisions to do business and
i nvest in Al aska.

The purpose and justification for the exploration
tax credits under AS 43.55.025 are equally clear. Huge
parts of this state remain unexpl or ed or
underexpl ored. Again, these tax <credits are only
earned when actual expenditures for exploration occur.
The credits tangibly reduce the risks faced by an
explorer and as such incentivize them to go out and
search for oil and gas that is nuch needed. |Increased
exploration leads to increased devel opnent and these
credits act to increase exploration and should be
extended as well. Just as with the QCE credits for
capital investnents, there is no exploration tax
credit without real noney having first been spent on
exploration work that qualifies for these tax credits.

2:22: 01 PM

M5. MORI ARTY continued, paraphrasing from the followng witten
testinmony J[original punctuation provided wth sonme formatting
changes] :

D. Mintaining transferability of “carried-forward
annual | oss” tax credits. [slide 11]
AOGA supports the transferability of these |osses.

W applaud that the CSSB21 nmmintains the
transferability of the current “carried-forward annua
| 0ss” tax credits under AS  43.55.023(b). New
partici pants and new explorers are many tines not yet
producing in the state or only producing small vol unes
of oil and gas and as such have little or no
production tax liabilities. The ability to transfer
their losses to others allows them to nonetize the
investnments they have already made, both reducing
their cost exposure on the original expenditure and
hopefully at the same tine acquiring additiona
capital for nore investnent.

E. New credit for Manufacturing [slide 12]
AOGA supports the new proposed manufacturing credit.

Al though this credit is directed to the
incentivizing of devel opnent and nmanufacture of
drilling and exploration nethods and materials, it may
not have a great inpact on the reduction of the
current production decline. However, it is a step in
the right direction to incentivize jobs and additional
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investnment, and having nore jobs and investnent in
Al aska is never a bad thing.

4. Gross Revenue Exclusion. [slide 13]

AOGA endorses the proposed 20% gross revenue exclusion
or GRE, but has concerns on breadth of applicability.

The GRE would, in calculation of the taxable
Producti on Tax Val ue, exclude 20% of the Gross Val ue
at the Point of Production of what we'll call “non-

| egacy” production, and attenpts to apply to new oil
within legacy fields. AOGA supports the concept of a
GRE, and initially we were concerned that it was too
narrow y focused because it would have only applied to
t hose areas outside existing Units.

The Governor’s second “core principle” for tax
| egi sl ation is t hat “it nmust encour age new
production.” But, in order to get results from such
encouragenent, the tax legislation must incentivize
the best opportunities that Al aska has for getting
results. The current CSSB21 attenpts to expand the
application of the GRE and tries to include |egacy
fields, which is where at |east 80 — 90 percent of the
3 billion-barrel opportunity in the <central North
Sl ope that Econ One identified as economcally
recoverabl e earlier this session.

2:24:40 PM

M5. MORI ARTY continued, paraphrasing from the follow ng
witten testinony [original punctuation provided with some
formatti ng changes]:

However, the current |anguage causes concern
because of the uncertain nature of the applicability
and the problem that conpanies won't know if they get
the CGRE until after the investnent is made, so in
essence, conpanies cannot utilize the GRE in nodeling
econonmcs of future projects in |legacy fields.
Additionally, we have concerns that the determ nation
met hodol ogy will be defined after the bill is passed
and be placed in future regul ati ons.

AOCGA believes our concerns can be addressed by
additional |anguage to provide clarity and certainty
so the GRE is effective for industry.

Ol and Gas Conpetitiveness Review Board [slide 14]
AOCGA does not support the formation of t he
Conpetitiveness Revi ew Board.
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The proposed Board provides an oversight and
review process that we believe would be burdensone to
the industry and contravenes the Governor’s principles
relating durability in the long term The perspective
that the proposed changes found in the Bill would
provide a long term solution to problens we know exi st
are placed in jeopardy because the very certainty that
is required for sound investnent decision making would
be placed in question with each annual report of the

Board. Instead of noving forward with projects that
m ght help stem decline, industry resources would be
used to assist the Board in collecting and
understanding conplex information  of long term
consequence. Finally, t he docunent ati on and

information the Board might request or require is of
t he highest proprietary value to oil and gas conpanies
and confidentiality concerns and related conplexities
woul d hinder the efforts of the industry as well as
the Board. Wile we appreciate the ability to
represent industry on the proposed board, our concerns
cause AOGA to question both the viability and the
effectiveness of the proposed Board and as such we
cannot support its proposed fornmation.

2:26: 49 PM

Reduction in Statutory Interest Rate [slide 15]
AOGA supports the lowering of the statutory interest
rate.

As we have testified to in the past, the statute
of limtations under AS 43.55.075(a) is six years from
the date when the tax return was filed for the tax
being audited, while the limtations period for other
taxes under AS 43.05.260(a) is three years from the
filing date of the tax return. Under both statutes,
the period may be extended by nmutual consent of the
t axpayer and the Departnent of Revenue (DOR).

The current statutory rate of interest under AS
43. 05.225(1) for tax underpaynents is “five percentage
poi nts above the annual rate charged nenber banks for
advances by the 12th Federal Reserve District as of
the first day of that calendar quarter, or at the
annual rate of 11 percent, whichever is greater,
conpounded quarterly as of the last day of that
quarter[.]” Currently the Federal Reserve rate is very
low, so 11% APR is the applicable rate
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A lower statutory interest rate is very nuch
supported by industry, because it provides sone
certainty to taxpayers.

2:27: 42 PM

M5. MORI ARTY continued, paraphrasing from the followng witten
testinmony J[original punctuation provided wth sonme formatting
changes]:

| ssues that the current draft does not address.

[slide 16]

There are several significant problens in the present
ACES tax that are not addressed in CSSB21, and | wll
address a few of themthis norning.

A Mninmum tax for North Slope production. AS
43.55.011(f) sets a mnimum tax that 1is targeted
solely against North Slope production. That tax is
based on the gross value of that production instead of
the regular tax based on “net” Production Tax Val ue
The rationale for adopting it was to protect the State
agai nst | ow petrol eumrevenues when prices are | ow.

The mnimum tax only conplicates potential new
i nvestors’ anal yses of what their tax would be if they
i nvest her e i nst ead of sonepl ace el se, and
consequently it has, if anything, driven investnents
away. AS  43.55.011(f) shoul d be r epeal ed or
consideration given to significantly reducing the rate
of the m ninumtax.

B. Joint-interest billings. Instead of starting
with the joint-interest billings that participants in
a unit or other joint operation receive from the
operator, DOR regulations reflect an assunption that
each non-operating participant has information, in
addition to the operator’s billings to them that
allows them to determne which expenditures are
deductible as allowed “lease expenditures” under AS
43.55.165 and which are not. Instead of one audit of
the expenses by a joint venture for any given period,
the Departnment audits each participant separately for
its respective share of the sanme pool of expenses.

W are not asking for legislation to put the
Departnment’s regulations on a different track. But
there are sone in the Departnent who believe that the
repeal by the 2007 ACES legislation of AS 43.55.165(c)
and (d) —which specifically authorized the Departnent
to rely on joint-interest billings — neans the
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Departnment cannot legally rely on them now Wile we
disagree with this position (which is also at odds
with what the Departnent testified to during the
enactnent of the 2007 ACES legislation), we do think

it woul d be appropriate to restore | anguage
specifically authorizing the Departnent to rely on
joint-interest billings if it chooses to do so.

2:30: 20 PM

M5. MORI ARTY continued, paraphrasing from the following witten
testinmony J[original punctuation provided with some formatting
changes] :

Concl usi on. [slide 17]

If | leave you with one thing today, it would be
the word “enornous”. Wile AOCGA believes that Al aska's
potential is enornmous we are grounded by the reality
that our conpetition is enornmous as well, and they are
just starting to heat up. It is estinmated that the
fields of South and Wst Texas alone could produce
over FOUR M LLION barrels of oil equivalent per day by
2020. That’'s nore than some OPEC countries. Al aska
shoul d ask thenselves if they really believe a “mddle
of the pack” policy for the state wll attract new
i nvestment capital against that type of conpetition.

[slide 18] We believe it is up to you, and the
Governor, to shape an attractive oil fiscal policy

that is supported by strong principles that will wn
additional capital, arrest North Slope production
decline and wll J|ead Alaska towards a prosperous

future for the long-term
As | nentioned at the beginning of our testinony,

overall, AOGA's nenbers believe the Bill represents a
base for significant and crucial tax structure reform
that nove toward Governor Parnell’s four *“core
principles” — fairness for Alaskans, encouraging new

production, sinplicity with balance, and durability
for the long term but as | have outlined today, AOGA
nmenbers believe additional changes should be included
for this bill to truly change investnent behaviors to
the benefit of Alaskans. You have a difficult task
ahead and AOGA stands ready to assist you throughout
this process.

2:32:43 PM
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CO- CHAIR FEIGE requested further elaboration regarding AGCGA' s
confidentiality concerns with the Conpetitiveness Revi ew Board.

M5. MORI ARTY replied AOGA imagi nes that to determ ne whether the
state is conpetitive, the board is likely to ask for docunents

from different industry players that are of the highest
confidentiality nature. A concern for AOCGA is how that
information will be shared and protected by a board that is
outside any other industry or agency that al ready has
confidentiality provisions, and other nenbers of the public who
do not normally have the access to that type of information. |If
the board noves forward it needs to be considered how that
information will be shared to the public, nmenbers of the board,
and how confidentiality will be protected, especially between

i ndustry players.

2:34: 54 PM

J. PATRICK FOLEY, Manager, Land and External Affairs, Incom ng
President, Pioneer Natural Resources Alaska, Inc., began his
Power Poi nt presentation by noting that Pioneer Natural Resources
is a large independent with about a $19 billion [enterprise
value] and $3 billion annual capital worldw de budget (slide 4).

Pioneer Natural Resources Alaska was the first independent
operator on the North Slope to have a successful devel opnent
Today it has about 70 Al aska enpl oyees and over 200 contractors
working for it on the North Slope at Oooguruk and Nuna. The
Al aska operations capital budget for 2013 is about $180 mllion.
Current production at Oooguruk, Pioneer's sole developnent in
Al aska, is about 6,000 barrels per day, with total production of
about 12 mllion barrels. Al aska operations began in 2003 with
the original project sanctioned under the economc |imt factor
(ELF) regine, but it has changed many tinmes since then. Pioneer
has an investnent decision to make for third quarter 2013 for
the Nuna project, an on-shore developnent that is part of the
OGooguruk Unit. Nuna is a 50 mllion barrel opportunity wth
total capital expenditure of $800 million to $1 billion.

MR. FOLEY explained slide 5 is a general inpression slide. He
poi nted out that Pioneer's core business is in the Perm an Basin
of the Eagle Ford in Texas, wth business also being done in
Col orado, Kansas, and Alaska. He drew attention to a listing on
the left side of the slide of all of the conpanies currently
operating in the Eagle Ford, noting that witten in blue are the
maj ors operating there and in Alaska and witten in red are the
i ndependents operating there and in Al aska. Every nanme witten
in black is not in Alaska and the question is why not. What can
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be done to attract every one of these conpanies? The reason
they are not here is because the cost to do business in Al aska
is higher than elsewhere. The cycle time is higher and the
anount of conpany take is | ower because of the fiscal system

2:38: 05 PM

MR. FOLEY said the core principles of the governor's bill, as
i ntroduced, included the desire to change the current production
tax system in a way that was: fair, fostered new production,

sinmple and balanced, and conpetitive and durable (slide 6).
Every industry representative speaking before the committee has
supported these goals. As the bill has started and evol ved,
| egi sl ators are doing a wonderful job in building a system that
makes Al aska nore conpetitive. However, he continued, the bil
is not quite there.

MR. FOLEY praised the provision to elimnate progressivity and
said the gross revenue exclusion (GRE) works very well for a
conpany |i ke Pioneer. Being able to immediately nonetize the
"loss carry-forward" credit is huge, he continued. A conpany
like Pioneer that is not currently making a profit and not
currently paying taxes does not get the benefit of the |oss
carry-forward credit until nmany years down the road; therefore,
changing that credit so a conpany can imediately get the cash
value of that loss is huge and is a very attractive piece of the
new bill. The $5 per barrel credit is also an attractive
feature and helps to keep the total tax relatively flat over
various oil prices.

2:39: 52 PM

MR. FOLEY stated there are still a few negatives he would |ike
the commttee to work on. Loss of the capital credits is huge.
Wen a conpany |ike Pioneer |ooks at a project under different
systens, the project that has credits associated with it is nore
attractive. He agreed with M. Thonpson that credits mnimze
t he anount of cash necessary to fund a project. A conpany may
spend all the noney it has, but it can do nore with that noney
with the state's assistance through the credits. He addressed
why credits matter (slide 7), saying credits are inportant to
the state because they wll stinmulate work and activity, and
that work and activity results in jobs, nore wells, nore oil
and ultimately nore royalties and taxes. Credits are good for
t he devel oper because they reduce risk by mnimzing the anount
of cash necessary to fund a project.
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2:41:29 PM

MR. FOLEY noved to slide 8, which he noted may not be in the
committee's packet and which depicts a hypothetical project with
the assunptions of $1 billion in capital expenditure and a 50
mllion barrel field, very simlar to Pioneer's Nuna project.
He then conpared the current system of ACES to SB 21, as
originally introduced, and CSSB 21(FIN) am(efd fld) for this
hypot hetical project if it was being done by a new entrant with
no base production (slide 9, but labeled slide 8 in the
commttee packet). The red bars depict the loss of the credits
and the green bars depict the upside gain from the |ower tax
rate, the GRE, and the $5 credit. A brand new entrant would be
$87 mllion, total net present value (NPV) 10, worse off under
SB 21 than it would be under ACES. Under CSSB 21(FIN) am(efd
fld), this same new entrant would be $16 nillion worse off than
it would be under ACES.

2:43: 42 PM

MR. FOLEY made this same conparison for a md-sized producer - a
conpany |ike Pioneer that has existing base production and base
operating expenses that I|ook Ilike Pioneer's Oooguruk field
(slide 10, but labeled slide 9 in the committee packet). Under
SB 21 as originally introduced, Pioneer would have been $52
mllion worse off than it was under ACES. Under CSSB 21(FIN)
am(efd fld), Pioneer will be $8 mllion worse off. If the goa
is to at |least put a conpany |like Pioneer in a neutral position,
no better off under the new program than under the old program

the conmttee has sone knobs at its disposal. One knob is to
extend the small producer credit until 2022, which would make it
a 15-year credit instead of a 10-year credit. That knob woul d
make this current version of the bill nore attractive to Pioneer

for this hypothetical project.
2:45: 05 PM

MR. FOLEY discussed notes he had witten to hinself, one note
stating, "healthy big three," his point being that |egislators

cannot pick winners and |osers; legislators need to help the
entire industry be w nners. All Alaska citizens are reliant
upon a healthy North Slope oil industry, he said, and he cannot

imgine a healthy North Slope industry that was not prosperous
for the current big | egacy producers. The state needs to have a
tax system that notivates the |egacy producers to keep nmaking
significant expenditure within their fields. He agreed with M.
Thonmpson's statenent that they by thenselves cannot solve the
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fiscal problens in Alaska;, the state also needs new players,
explorers, and new producers. He further agreed with M.
Thonmpson that one system is needed, but there needs to be
elenents in that system that are attractive to the current big
| egacy producers and also are attractive to new smaller
producers, explorers, and developers that want to establish a
busi ness in Al aska.

MR. FOLEY said another note to hinself is "canary." Pioneer is
the canary in the coal mne in that it is an independent that
came to Alaska before any of the tax change. Pi oneer is
struggling to build a business, having spent about $1 billion at
Oooguruk and spending $100 million trying to advance the Nuna
project, which the conmpany hopes to sanction in third quarter
[ 2013] . Pi oneer has been in Al aska since 2003, but has yet to

turn a profit. | f Pioneer does not do Nuna it wll probably
make a profit and start to pay production tax in the next two or
three years. If Nuna is done, that will be pushed out three to
five years. He said his point is that Pioneer will have been in
Al aska for 10-15 years w thout having made a profit. Al aska is
a difficult place for a new conpany to come and establish a
successful busi ness. Having Pioneer be successful in Al aska
m ght not mean there will be 10-20 other independents behind;
however, legislators nust pause and think about the opposite.

| f Pioneer fails, what nessage is sent to others wanting to cone
to Al aska?

2:47: 59 PM

MR. FOLEY sunmari zed, saying CSSB 21(FIN) amefd fld) on bal ance
has sone very favorable attributes, such as the flat 35 percent
tax rate, although a lower tax rate would be hel pful. Wen the
flat tax rate is conbined with the $5 per barrel credit, it
makes for a flat tax system over a very broad range of prices,
whi ch hel ps Pioneer predict its business. The gross revenue
exclusion is another helpful attribute. Making the |oss carry-
forward credit <cashable is also helpful because it allows
Pioneer to take advantage of the credit nearly immed ately. On
the negative side, the credits under ACES are a very valuable
attribute and he encourages comrittee nenbers to find a way to
keep sonme elenent of that credit program He appreciated the
fiscal challenge that that presents to the state, but said
perhaps there could be a way to cap the credits or to target the
projects that would qualify for the credits.

2:49:36 PM
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MR. FOLEY suggested changes to CSSB 21(FIN) an(efd fld) that
woul d nake investnents in Alaska nore attractive to a conpany

like Pioneer and to all of the oil industry. One change woul d
be to extend the small producer credit. He rem nded nenbers the
smal | producer credit is "use it or lose it" - if no tax is paid

there is no benefit. Pioneer has not yet nmade a profit, has not
yet nade a tax paynent, and the odds are very high that if this

credit is not extended Pioneer wll never be able to take
advantage of it. He offered his belief that the small producer
credit is a knob that has very small cost to the state. He

asked the commttee to consider increasing the gross revenue
exclusion to 25 percent, saying it is not a |arge nunmber but
woul d have a dramatic inpact on projects. He also requested the
commttee consider targeted credits that could be focused on
projects that nmenbers wish to incent to go forward. Ri ght now,
those credits are immedi ately cashable and if the credit program
was extended there are changes that could be nmade to make it

nore acceptable to the state. For exanple, credits could be
used to reduce a conpany's state royalty obligation net profit
paynment or any other liability a conpany has to the state;

rather than the state witing a check it would instead mnim ze
t he paynents a conpany nmakes to the state.

2:52: 00 PM

REPRESENTATI VE SEATON drew attention to the quote on slide 7 by
Roger Marks when he was before the Senate Finance Conmittee on
3/4/13: "Recommend targeted tax credits as being preferable [vs
GRE], they provide incentive to invest." Presuming this would
be significant, he inquired how those would work for a conpany
i ke Pioneer.

MR. FOLEY replied it is nore than just the credit. Currently
under ACES there are two ways that Pioneer can have the state

help with the conpany's investnents: a 20 percent qualified
capital expenditure credit and a 25 percent loss carry-forward
credit. It is not as sinple as adding 20 and 25 together to

come up with 45 percent as the value of the credit and conparing
that against the 35 percent [carry forward |loss credit proposed
under CSSB 21(FIN) an(efd fld)]

REPRESENTATI VE SEATON inquired whether a targeted tax credit
woul d be sonmething like the United Kingdom brownfield versus the
gross revenue exclusion (GRE).

MR. FOLEY, shaking his head no, responded a targeted credit
woul d be sonething that extends the current qualified capital
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[ expenditure] <credit program for specific things |egislators
would like to notivate, such as new wells, new production
facilities, new roads, or new gravel pits. For Pioneer, the
conpany would ask mnmenbers to |look at credits that apply to new
exploration wells and new devel opnent wells. He said a conment
often made is that these credits are not resulting in new oil
He said he guarantees, however, that every well that is drilled
results in new oil

2:54:17 PM

REPRESENTATI VE SEATON understood M. Foley to be saying that
targeted tax credits for <certain activities wuld get what
| egislators want nore than would the gross revenue exclusion,
whi ch might not be invested in Al aska because it is a reduction
in tax that mght go sonepl ace el se.

MR. FOLEY answered neither the credit nor the program proposed
under "SB 21" nakes payments until the expenditure is made. So,
a conpany does not get the benefit of the credit, the state does
not fund a conpany's program until the conpany actually spends
the noney to drill that well.

REPRESENTATI VE SEATON, noting the comnmttee has not had M.
Mar ks explain this quote, said the gross revenue exclusion (GRE)
just lowers the tax rate and does not target the noney to
sonething legislators are trying to incentivize; it does not
necessarily get well production.

MR. FOLEY encouraged that M. Marks be asked to cone before the
commttee so he can be asked this question. M. Foley said the
GRE affects different players differently. It reduces the tax
liability for a current taxpayer. For a conpany |ike Pioneer
that is not now paying tax, it generates a tax loss, a |oss
carry forward, which the conpany can al so noneti ze.

REPRESENTATI VE SEATON conmented he would like to have M. Marks
conme before the conmttee so this topic can be di scussed.

2:57:28 PM
REPRESENTATIVE P. WLSON inquired whether M. Foley, when
talking about a targeted credit, is saying to target the |oss

carry forward credit or to provide another credit that would be
a targeted one.
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MR. FOLEY replied that when speaking of a targeted credit he is
really referring back to the current ACES program under which a
conpany qualifies for a 20 percent credit when it nakes a
capital expenditure, and the conpany gets that noney nearly
imediately - half this year and half next year. That hel ps
Pioneer to immediately reduce its capital outlay because the
state hel ps Pioneer finance its project. He said he believes
there are projects for which the state could grant credits
wi t hout breaking the bank. |[If the fear is that the state cannot
have a capital credit that is spent in Prudhoe Bay, there are
things that could be done to have a different program for
Prudhoe Bay. If the state is fearful of very large shale play
expenditures taking up too nuch in credits, those could be
excluded frombeing eligible for the credits.

2:59: 30 PM

REPRESENTATI VE TUCK recalled that in past testinmony M. Foley
tal ked about how ACES rewards investnent, how Pioneer has been
nore focused on the credit than on the progressivity, and how
Pi oneer woul d enjoy paying sone tax because the state guarantees
a conpany is profitable before it has to pay any tax. He asked
whether M. Foley believes it is fair to say that the
i nvestnments being seen in Al aska over the past seven years are
not | eading to production.

MR. FOLEY responded he has to scratch his head when he hears
that statenent because he sinply does not understand it. The
credits that have been extended have been for drilling wells,
building facilities, and expanding production capability wthin
the big fields. He said he cannot inmagine that any of those
expenditures did not result in either new production or the
ability of the current production to stay at its current |evel
Every investnent dollar the state has made through credits has
resulted in new oil.

3:01: 01 PM

REPRESENTATI VE TUCK, drawing attention to slide 10, observed
that CSSB 21(FIN) am(efd fld) is a significant inprovenent over
SB 21 [as introduced], but is still not as good as the current
tax regine. Looking at the history of Alaska, he inquired
whet her M. Foley would rather have had the tax reginme in effect
prior to ACES in terns of getting Pioneer's projects devel oped.

MR. FOLEY answered Pioneer cane and sanctioned its project under
the economc |imt factor (ELF) and under ELF the production tax
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rate for a field |ike Oooguruk would have been zero. Wt hin
nmont hs of sanctioning that project, there was a new bill wth
the production profits tax (PPT) and a new tax system Pi oneer
nmet with Governor [Frank] Murkowski at the tinme and was advised
that it mght actually be better off wunder this new system
Doubting how anything could be better than zero, Pioneer did
sonme discounting and anal yzing and cane to understand the val ue
of the credits and how the state hel ps the conpany up front and

the conpany pays the state back l|later down the road. Pi oneer
was actually better off wunder the original PPT - the state
hel ped subsidize Pioneer's project. However, the world very

swiftly becane different than it was under the original "20/20
PPT proposal ."

3:02:51 PM
CO- CHAIR FEI GE hel d over CSSB 21(FIN) am(efd fld).
3:03:30 PM
ADJ QURNIVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:03 p. m
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